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COMMISSIONER OF INTERNAL REVENUE
Washington, DC 20224

April 30, 1981

The Honorable Donald T. Regan
Secretary of the Treasury
Washington, DC 20220

Dear Mr. Secretary:

I am transmitting the Supplemental Report, Statistics of Income—
1972-1978, International Incame and Taxes, Foreign Incame and Taxes
Reported on Individual Income Tax Returns. The statistics for each of
the years are based on statistical samples of individual incame tax
returns. For the most part, the data presented are for Tax Year 1975;
however, summary statistics are presented for each of the other six years.

This report presents the first comprehensive statistics on the
foreign incame and taxes of U.S. individuals. For individuals claiming
an exemption fram tax of income earned abroad in 1975, detailed informa-
tion is presented on the types of foreign earned income and on the
tax-exempt amount. Major classifiers are size of adjusted gross income,
selected country in which the incame was earned and the taxpayer's
residence status abroad as defined by law.

For those taxpayers with a foreign tax credit in 1975, detailed
information on the types of domestic and foreign sources of incame and
taxes are classified by size of adjusted gross income, limitation method
used in computing the credit and country to which foreign taxes were paid
or accrued. In addition, foreign tax credit data classified by selected
ocountry to which foreign taxes were paid are shown for those taxpayers
who also claimed the exemption fram tax of incame earned abroad.

With kind regards,

i d i

Department of the Treasury Internal Revenue Service
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Section 1

The report, which is part of the series on interna-
tional incame and taxes, is a supplement to the annual
report Statistics of Income—Individual Income Tax
Returns, and presents data on two related subjects:
(1) the exemption of income earned abroad under the
provisions of section 911 of the Internal Revenue Code
and (2) the foreign tax credit claimed against U.S.
incame tax under section 901 of the Internal Revenue
Code. The data far 1975 represent statistical
estimates derived from two stratified samples of
unaudited individual income tax returns for Income
Year 1975. For nearly all taxpayers, the 1975 Income
Year corresponded with the calendar year. A small
number, however, reported for noncalendar years which
ended during 1975 and 1976. Summary data for Income
Years 1972-1974 and 1976-1978 are derived from the
annual report Statistics of Income—-Individual Incame
Tax Returns samples for those years.

Included in this section of the report is a detailed
discussion of U.S. tax law as it related to the
foreign income and taxes of U.S. individuals in 1975.
A short explanation of the origins of the exemption of
foreign earned income and the foreign tax credit is
provided. Also included in this section is a summary
of the data contained in the tables which are found in
Section 3 as well as summary statistics for Income
Years 1972-1974 and 1976-1978.

Section 2 contains a detailed description of the
statistical samples on which the data for 1975 were
based. Also included 1is a discussion of the
limitations of the data contained in this report.

Section 3 presents detailed tables on both
subjects., Tables 1-7 contain detailed information on
the exemption from tax of inoome earned abroad as
reported on Form 1040, U.S. Individual Income Tax
Returns and associated Form 2555, Exemption of Incame
Earned Abroad. Tables 8-15 present data on the
foreign tax credit as reported on Form 1040 and
associated Form 1116, Computation of Foreign Tax
Credit.

Section 4 contains an explanation of terms unique to
this report. The explanations include definitions and
limitations of the data, as well as a description of
any adjustments made in processing the statistics.

Section 5 contains facsimiles of Forms 1040, 2555
and 1116 filed by taxpayers for Incame Year 1975.
Also included are the instructions used for campleting
each form.

EXEMPTION OF INCOME EARNED ABROAD BY INDIVIDUALS

Status of the Law, 1975

U.S. citizens living abroad in 1975 were required to
file U.S. incame tax returns even if all of their
income was "earned income fram personal services”
performed in a foreign ocountry and was exempt from
U.S. tax. The law granting the tax exemption for
foreign earned income had many requirements and
restrictions. Only earned incame was given tax
exemption; incame defined as not earned was not tax
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exempt. Income classified as earned must have been
for personal services rendered. Common types of
earned income were salaries and wages, commissions,
bonuses and professional fees. Foreign incame that
was not tax-exempt typically included such items as
dividends, interest and capital gains., Certain other
types of income, such as pensions, annuities, rents,
royalties and business profits could have fallen into
either category.

A limited amount of foreign earned incame was exempt
from U.S. tax if: (1) the taxpayer was a bona fide
resident of a foreign country or countries for an
uninterrupted period that included an entire tax year,
or (2) the taxpayer was physically present in a
foreign ocountry for at least 510 full days (17 months)
during any period of 18 consecutive months., The
essential difference between the tests was that the
residence test required taxpayers to establish a bona
fide residence in a foreign oountry, whereas the
physical presence test required that taxpayers be on
foreign soil for a certain length of time. The deter-
mination of whether the taxpayer was a bona fide resi-
dent of a foreign country was made by applying the
principles of Code section 871 and associated regula-
tions that related to what constitued residence or
nonresidence of an alien in the United States.

U.S. individuals living abroad had to establish that
they were bona fide foreign residents. Bona fide for-
eign residence was dependent on the facts about the
taxpayer's intention with regard to the length and
nature of stay abroad. The basic criterion for estab-
lishment of a bona fide foreign residence was the
distinction made between transients and those who
truly made their home abroad. There had to be per-
manence and stability in the employment abroad in
order- to satisfy the requirements.

Specific evidence of a bona fide residence was sale
of a home in the United States and purchase of a home
abroad, long-term lease of a home or apartment abroad
and termination of financial and social activities in
the United States and the engaging in similar activ-
ities in the foreign country. For instance, employees
who were transferred abroad by their employers satisi-
fied the requirements of bona fide residence if they
gave up their home in the United States and purchased
a home in the foreign country; moved their family and
personal belongings abroad; and, in the ocourse of
living abroad, joined business, civic, fraternal or
religious associations in the foreign country.

However, a taxpayer did not fail to meet the require~
ments of bona fide foreign residence if there was an
intention, indefinite as to time, to return to the
United States. Thus, it was possible for a taxpayer's'
domicile to be in the United States while having a
bona fide residence abroad, with the ultimate inten
tion of returning to the United States.

When a taxpayer qualified under the bona fide
foreign residence test, up to $20,000 of foreign
earned incame was tax—exempt for a full year. After a
taxpayer was a bona fide resident of a foreign country
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or countries for an uninterrupted period of 3 consecu-
tive years, the tax-exempt amount was increased to
$25,000. Those taxpayers who qualified under the
physical presence test were allowed a maximum exemp~
tion of $20,000 of foreign earned incame no matter how
long they remained in the foreign country or countries.

The $20,000 and $25,000 foreign earned incame exemp-
tions were for full tax years. Those taxpayers who
qualified under either test, but were present abroad
for less than a full tax year, were required to pro~
rate their exemption according to the number of days
abroad. However, taxpayers could never exempt more
income than they earned abroad.

Generally, only U.S. citizens were entitled to
exemption of foreign earned income fram U.S. taxation.
However, under nondiscrimination clauses in income tax
conventions with certain foreign countries, citizens
of such foreign oountries residing in the United
States were entitled to exclude foreign earned incame
under the physical presence test, A nonresident alien
was not entitled to the exclusion,

Many U.S. citizens living in foreign countries during
Tax Year 1975 were not exempt from U.S. incame tax
under the bona fide foreign residence or physical
presence rules. Generally, the following types of
taxpayers did not qualify: (1) civilian U.S. Govern-
ment employees, (2) members of the U.S. Armed Forces,
and (3) residents of Puerto Rico, Guam, the U.S.
Virgin Islands, Johnston Island, American Samoa,
Panama Canal Zone, Midway and Wake.

Origins of the Exemption of Foreign Earned Income
From U.S. Taxation

The exemption of income earned abroad fram U.S.
incame tax dates from the mid-1920's. At that time
legislation was proposed to: ‘(1) aid export sales and
{2) eliminate scme of the foreign tax credit inequi-
ties caused by foreign countries with lower effective
tax rates than those imposed by the United States.
(See "Foreign Tax Credit on Individual Returns" for
further explanation of the foreign tax credit as it
relates to effective foreign tax rates). The Congress
proposed that certain citizens who worked abroad be
allowed to exclude fram U.S grass incame all of their
incame earned from outside the United States, This
proposal, as enacted, required establishment of a bona
fide residence in a foreign country before allowing
the exclusion of foreign earned income.

In the early 1950's an alternative exclusion was
enacted. This alternative was linked to mere physical
presence in a foreign country for 510 full days out of
any consecutive 18-month pericd. 1In 1953, the Depart-
ment of Treasury called attention to certain abuses
which had developed under the then recently enacted
physical presence rule. Both the Treasury and the
Congress noted that some individuals with large earn—
ings had seized upon the provisions as an inducement
to go abroad to perform services customarily performed
at hame in order to avoid U.S. taxation. As a result,
the amount of tax-exempt foreign earned incame allowed
under the physical presence rule was limited to $20,000
per taxable year.

The unlimited exemption under the bona fide resi-
dence remained in effect until 1962 when these provi-
sions were changed to limit the exemption to $20,000
per year for such incame received after 1962. The
$20,000 limitation was allowed to increase to $35,000
per year for bona fide foreign residence status after
an uninterrupted period of three oonsecutive years.
The $35,000 limit was reduced to $25,000 for taxable
years beginning after December 31, 1964.

Summary of the Data on Foreign Earned Income, 1972-1978

Table 1A presents selected summary statistics for
1975 compared to similar data for 1972, 1974 and 1976~

1978. The data show a oonsiderable increase in the
number of returns of U.S. citizens working abroad and
an even larger increase in their foreign earnings.
The number of returns filed with an attached Form 2555
increased from approximately 100,000 for 1972 to
170,000 for 1978, while the total incame earned abroad
by these taxpayers increased fram $1.9 billion to $5.8
billion. Caution should be used in comparing the data
for these years because of the differences in the size
of the statistical samples on which they were based,
The data for 1972, 1974 and 1976-1978 were derived
from the relatively small number of returns filed with
a Form 2555 in the Form 1040 Statistics of Incame—
Individual Incame Tax Returns sample, whereas the data
for 1975 were based on an independent and larger
sample drawn from the total population of all
individual income tax returns filed with a Form 2555
attached. (See Section 2 "Description of the Sample
and Limitations of the Data" for further explanation
of the sample returns on which the data on foreign
earned income were based.) In addition, data for 1977
and 1978 are not directly comparable with data for
earlier years because of changes in the law. An
explanation of these changes is summarized for each
year in the applicable Statistics of Incame—
Individual Incame Tax Returns report.

Wages and salaries were a significant portion of all
foreign earned income in 1975. In total, they
accounted for over 80 percent of foreign 'earned
incame. In every adjusted gross incame class shown in
Table 1, salaries and wages accounted for a
significant proportion of the foreign earned incame.

Chart 1A reveals that almost 80 percent of total
foreign earned incame in 1975 was attributable to
those taxpayers who were bona fide foreign residents
in contrast to 20 percent which was earned by tax-~
payers exempting income under the physical presence
rules. Over one-half of the foreign income was earned
by individuals who resided in any one of only nine
countries. Chart 1B shows that the two most signifi-
cant oountries in 1975 were Canada and the United
Kingdom. U.S. taxpayers in each of these two
countries accounted for 10 percent of the total
foreign earned incame reported on Forms 2555.

FOREIGN TAX CREDIT ON INDIVIDUAL INCOME TAX RETURNS

Status of the Law, 1975

U.S. taxpayers (defined to include both U.S.
citizens and aliens resident in the United States) who
paid or accrued foreign taxes on their foreign source
incame were eligible to use those taxes either as an
itemized deduction under the provision of Code section
164 or as a tax credit, provided that the foreign
source income was subject to U.S. taxation. The
foreign tax credit was allowed against income tax
reduced by the personal exemption credit, but before
subtracting any other credits. However, the credit
ocould not be applied against any of the "other taxes”
reported on Form 1040, such as the additional tax for
tax preferences (the so-called "minimum tax") which
were part of total tax liability.

The choice of taking the deduction or claiming the
credit was up to the taxpayer. In the majority of
cases it was advantageous to claim the foreign taxes
as a credit since, after computing the credit
limitation, the allowable foreign tax credit resulted
in a dollar-for-dollar reduction of U.S. tax
liability. The foreign tax credit had the effect of
lowering the combined total of U.S. and foreign taxes,
thereby lessening the effects of double taxation.



Table 1A.--Number of Returns, Income Earned Abroad, and Tax-Exempt Amount by Size
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1974, and 1975-1978

[All figures are estimates based on samples--money amounts are in thousands of dollars]

of Adjusted Gross Income: 1972,

1972 1974
Size of adjusted gross income Numger Income earned abroad Num;er Income earned abroad
o o
returns Total Tax-exempt| returns Total Tax-exempt
amount amount
(1) (2) (3) (4) (6)) (6)
e < T . 101,832 1,867,936 | 1,381,696 125,808| 2,678,488 1,818,357
No adjusted gross income............. S eesierereeaanas 25,799 215,379 214,857 26,269 269,355 268,458
$1 under 85,000 . . .0 iiiieniecnnnancnenannosarcanonss 42,044 601,471 567,447 52,952 732,115 703,599
$5,000 under $10,000. ... ccueierencnnornannnncananns . 12,471 283,354 221,968 *7,593 *160,627 *135,905
$10,000 under $20,000.........0c0uens Cesena e *8,892 *220,823 %152,905 18,099 467,129 276,724
$20,000 under $30,000. ... .c0inciinrnccnnecanensnaonnns 6,970 222,909 106,818 7,865 312,015 176,436
$30,000 under $50,000.......ccvviunenns Cesearaessans 3,363 172,712 69,300 8,356 371,603 159,271
$50,000 under $100,000......... eeae e Cedeeneen Ve 1,777 106,926 38,256 3,992 283,816 80,568
$100,000 under $200,000. .. ... ccvuieerarnnccencnannnns 427 33,184 8,079 540 53,271 14,258
$200,000 under $500,000.............. e i 83 10,664 1,926 121 21,336 2,712
$500,000 OF MOTE. vevrvueacraooreasnncenannnsa [P 6 514 140 21 7,221 426
1975 1976
Size of adjusted gross income Number | Income earned abroad | Number |Income earned abroad
of of
returns Total Tax—-exempt|returns Total Tax—6xempt
amount amount
(7 (8) (9) (10) (11) (12)
B % o P 140,195 | 3,027,045 1,995,202 140,438 3,471,858{ 2,131,420
No adjusted gross iNCOME.....eevvrivennnoncncancasnsns 34,761 389,870 387,182 21,932 260,209 259,482
Sl under $5,000. ...t cirtiienerenanceieneaccnaonnnnns . 41,155 551,971 530,351 43,278 611,908 606,667
$5,000 under $10,000. .. .00ttt resnncnconenancanannas 15,789 277,484 225,947 17,466 315,243 276,643
$10,000 under $20,000. ... . ciiitiinrieenncenaronnnnns 21,443 547,350 353,655 21,810 554,682 353,616
$20,000 under $30,000. ... ¢.ctriirieeinennesnanennannns 11,218 387,976 198,938 17,795 598,260 289,658
$30,000 under $50,000. ... 00 uetiiineriencaronncosans 10,468 484,132 195,035 9,957 500,347 190,586
$50,000 under $100,000.. ... et tiiretcrennrsennnnaanas 4,891 325,936 93,733 6,686 430,149 122,604
$100,000 under $200,000. . c0ctenvucreencntnannaenoans 386 43,145 8,371 1,303 151,574 26,667
$200,000 under $500,000. ... .0t ineerrennnscncacncennnn 77 15,897 1,814 180 33,868 4,792
$500,000 OF MOTE...evrvvvurorannnrssanns e st eca e 7 3,282 175 31 15,618 706
1977 1978
1 4 ab d 1 4 ab d [Deduction
Size of adjusted gross income Number ncome earned abroa Number ncome earned abroa for excess
of - of _ foreign
returns Total Taxmzxiﬁpt returns Total Tazmzﬁiﬁpu Am;ﬁgzd living
amou exc expenses
(13) (14) (15) (16) (17) (18) (19 (20)
Total...eeinneeennnoaness 123,045 | 3,068,234 | 1,486,426 | 169,951 [5,772,795 | 1,955,180 98,100 269,000
No adjusted gross income.......
$1 under $5,000......c00unvucnnn 63,160 789,463 628,730 76,042 11,241,004 967,314 43,795 -
$5,000 under $10,000........... .
$10,000 under $20,000.......... 18,768 427,052 261,978 26,392 761,145 395,982 - 24,994
$20,000 under $30,000....... P 16,714 490,095 240,812 21,435 714,762 235,316 16,223 6,673
$30,000 under $50,000.......... 15,659 650,200 204,227 22,093 1,040,476 185,024 20,020 79,208
$50,000 under $100,000......... 7,154 504,896 121,206 19,220 (1,403,379 144,075 18,585 114,756
$100,000 under $200,000........ 1,357 154,695 24,777 4,257 498,278 23,550 400 40,210
$200,000 under $500,000........ 210 43,573 4,291 464 96,414 3,420 78 2,984
$500,000 Oor moTe. . ovevreennnnnn 23 8,259 405 48 17,338 500 - 174

*Estimate should be used with caution because of the small number of sample returns on which it was based.
The information for each of the years 1972, 1974, and 1976~1978 appears in the Statistics of Income--

NOTE:

Individual Income Tax Retwws reports for that year.
Section 3.

The information for 1975 appears in table 1 of

Data for 1977 and 1978 are not comparable with data for earlier years because of changes in the law sum-

marized for each year in the applicable Statistics of
Detail may not add to totals because of rounding.

Income--Individual Income Tax Retfurns report.
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Chart. 1A o |
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The foreign tax credit reported in this study could
be claimed for income, war profits and excess profits
taxes paid or accrued for Tax Year 1975 and for the
carryover Of allowable prior years' foreign taxes
which were in excess of the statutory credit limition
for the years involved., Thus, foreign tax credit
claimed for 1975 was not necessarily the full amount
of tax payable to the foreign oountries for that
year. Taxpayers claiming the benefit of the foreign
tax credit were limited on the amount they could claim
for a given year. The 1limiting was accomplished by
requiring taxpayers to compute, using one of two
limitation methods, the actual amount of credit to be
claimed. These methods of computation were the
per-country limitation method and the overall
limitation method. Under the per-country method, the
credit was computed separately for the foreign taxes
paid to each country or U.S., possession. The credit
for taxes paid to each ocountry was limited to the
percentage of total U.S. tax that taxable income from
each particular country bore to total taxable incame
from all sources, domestic and foreign. Under the
overall method, the amount of credit was based on the
total amount of taxes paid to all foreign ocountries
and U.S. possessions. The credit could not exceed the
percentage of total U.S. tax that taxable income from
sources outside the United States bore to total tax—
able income fraom all sources.

The election of the overall method was advantageous
to a taxpayer who paid taxes in several foreign
countries at tax rates higher than and lower than
their U.S. effective tax rate. By choosing the
overall method the higher and lower rates were
averaged and the total allowable tax credit for all
foreign taxes was increased. The foreign tax credit
computed under the overall method was less likely to
exceed the allowable credit than if the taxpayer had
used the per-country method. By choosing the
per—country method, in countries with tax rates higher
than applicable U.S. tax rates, foreign taxes would
have exceeded the computed limitation.

Choice of the per-country method was advantageous
for taxpayers with income or profits from same foreign
countries and losses in others. Under these
circumstances, the chances that foreign taxes would
exceed the allowable credit were less than they might
have been under the overall method where losses were
included in computing the credit.

The per-country limitation method applied unless the
taxpayer specifically elected the overall limitation
method for the taxable year to which the election
applied. The election could be made without oconsent
of the Internal Revenue Service at any time before the
expiration of the 3-year refund claim period for the
taxable year involved. Once elected, the overall
limitation was irrevocable without the consent of the
Service, If revocation of the overall limitation
method was consented to after the 3-year period, the
overall method could not be elected again without the
consent of the Service.

Those taxpayers claiming the benefit of the foreign
tax credit were also limited in other ways on the
amount of their creditable foreign taxes. Eligible
taxes paid or accrued on foreign mineral incame and on
foreign o0il and gas extraction income had to be
reduced first, before computation of the credit.
Taxes paid or accrued to a foreign country on mineral
incame derived in the country had to be reduced if a
deduction for percentage depletion was allowed for any
part of the mineral incame. Under this provision
foreign income taxes paid or accrued to a foreign
country or U.S, possession on foreign mineral incame
were required to be reduced to the extent that the
foreign taxes exceeded the amount of U.S. tax on such
income. The amount of the reduction had to be made on
a oountry-by-country basis, regardless of the
limitation method used to compute the credit. Foreign

oil and gas extraction incame taxes were also required
to be reduced. The amount of this reduction for
taxable years ending in 1975 was the amount of the oil
and gas extraction income times 110 percent of the
applicable U.S. tax rate on that income.

Furthermore, tax payments to a foreign ocountry were
not allowed as a credit if such taxes were refundable
by the foreign country. Also, no credits were allowed
for amounts representing interest or penalties due
foreign countries.

Amounts of foreign income taxes which exceeded the
allowable credit in the computation year were
permitted to be carried back or carried over for
inclusion in the foreign tax credit computation for
the 2 prior years and 5 succeeding years. The excess
taxes applied, first, to the earliest of the 7
applicable years, then forward to the next. Carryback
or carryover was allowed provided the limitation
method used during the carryback or carryover year was
the same as that used during the computation year,

In coamputing the foreign tax credit for foreign
taxes paid or accrued with respect to: (1) certain
interest income as defined in Code section 904; (2)
dividends received from a Domestic International Sales
Corporation (DISC) or from a former DISC; and (3)
foreign oil-related income, separate computations of
the foreign tax credit from all other incame were
required., The separate limitation for taxes on
certain interest income had to be applied on a
per-country basis. The limitation for taxes on DISC
dividends was applied to the aggregate of such
dividends, The separate limitation for taxes on
foreign oil-related income was first effective for
taxable years ending after December 31, 1974, and was
applied on either a' per-country or overall limitation
basis.,

"Taxable income from foreign sources®™ was gross
incame less allocable deductions determined under the
provisions of the Internal Revenue Code and applicable
tax treaties between the United States and particular
foreign countries., This taxable income was the base
on which U.S. taxes on foreign earnings were deter-
mined. It could differ from the net income actually
received from overseas computed under foreign tax law
which was used as the basis for foreign taxation.

In computing taxable income from sources within a
particular foreign oountry or U.S. possession,
expenses, losses or other costs, which were directly
allocable to the foreign income, were deductible fram
gross inocome. Other expenses which were not directly
related to specific foreign source income items were
deductible from gross income on a percentage basis,
The mnumerator of the fraction was the gross income
fram sources within the particular foreign country and
the denominator was the taxpayer's gross income fram
all sources, damestic and foreign. For purposes of
computing the credit under either limitation method
the deduction for perscnal and dependency exemptions
was not allowed into the oomputation of foreign
taxable incame or total U.S. taxable income. Also, in
computing total foreign taxable income and total U.S.
taxable income, taxpayers could not take into account
any foreign income exempt from U.S. tax as reported on
Form 2555, Exemption of Incame Earned Abroad. However,
the amount of taxes paid or accrued on this tax exempt
incane were allowed in the foreign tax credit camputa—
tion.

The foreign tax credit was not allowed to: 1)
U.S. citizens entitled to an exemption from U.S. tax
on income fram sources within U.S. possessions, (2)
U.S. citizens who were inhabitants of the U.S. Virgin
Islands, and (3) citizens of U.S. possessions (except
Puerto Rico) who were not otherwise U.S. citizens or
residents, 1In addition, nonresident aliens (other
than bona fide residents of Puerto Rico) were not
allowed a foreign tax credit except for income taxes
paid to a foreign country on foreign source income
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that was "effectively connected" with a trade or busi-
ness in the United States. However, because these
taxpayers were required to file Form 1040NR, data
relating to them are not included in the report since
these forms were mot used for the statistics. (See
the discussion under "Sources of the data"” in Section
2 for a further explanation of the returns contained
in the statistical sample). Furthermore, the foreign
tax credit benefits were denied to taxpayers unless
they itemized their deductions.

Foreign income taxes imposed directly on an
individual were not the only taxes eligible for a

credit by the taxpayer. Subject to the same
conditions mentioned above, individuals who were
partners in a partnership or beneficiaries of an

estate or trust were allowed a credit for their
proportionate share of foreign taxes paid by a
partnership or an estate or trust.

Origins of the Foreign Tax Credit

The Revenue Acts of 1913, 1916, and 1917 allowed
foreign income taxes paid only as a deduction from
gross incame. During World War I, the income tax
rates imposed by foreign oountries increased sharply,
causing the Congress to consider the alternative of
allowing foreign income taxes as a credit against U.S.
income tax. Foreign tax credit provisions were
included for the first time in U.S. tax law by the
Revenue Act of 1918. The new provisions were designed
to provide U.S. individuals with relief fram double
taxation arising out of the imposition of incame taxes
by the foreign country fram which incame was received
and by the United States as the country of nationality
of the taxpayer. Through enactment of the credit, the
United States retained its right- to tax the foreign
source income while recognizing the right of a foreign
country to tax the same income.

The original foreign tax credit provisions, as
enacted, contained no limitations on the amount of
credit; however, in 1921, the overall limitation
method of camputing the credit was adopted. The
overall method was the only camputational method used
by taxpayers until the introduction of the per—country
method in 1932, For 1932-1954, individuals taking the

foreign tax credit were required to use whichever was
the more restrictive of the two limitation methods in
terms of the allowable credit. 1In 1954, the overall
limitation was eliminated, but it was again reinstated
on an elective basis for taxable years beginning after
December 31, 1960. The carryback and carryover provi-
sions were added into the computation of the foreign
tax credit for any taxable year beginning after Decem-
ber 31, 1957 by the Technical Amendments Act of 1958.
However, there could be mo carryback to any taxable
year beginning before January 1, 1958.

Summary of the Data on Foreign Tax Credit, 1972-1978

Table 1B compares the number of returns and foreign
tax credit claimed by size of adjusted gross income
for 1972-1978. It shows a considerable increase in
foreign tax credit claimed over the 7-year periacd.
The number of returns increased fram approximately
202,000 for 1972 to approximately 278,000 for 1978,
while the amount of foreign tax credit claimed
increased from $221 million to $901 million. (In
camparing 1975 with the other years shown, note should
be taken of the differences in the statistical sample
used for the 1975 data. See the discussion under
"Sources of the data" in Section 2).

Charts 1C and 1D present, for 1975, the percent
distribution by selected country, of taxable income
from foreign sources and foreign taxes paid or
accrued, respectively., Chart 1C reveals that more
than two-thirds of the taxable incame from foreign
source was attributable to twelve foreign countries.
Chart 1D shows that more than two-thirds of the
foreign taxes paid or accrued was attributable to
eleven foreign countries. Canada, with 18 percent of
each total, accounted for more taxable income from
foreign sources and more foreign taxes paid or accrued
than any other foreign country. The United Kingdom
was the source of 9 percent of the total foreign
taxable income and 10 percent of the total foreign
taxes paid or accrued. Therefore, two oountries,
Canada and the United Kingdom, accounted for more than
one-fourth of both the total taxable incame fram
foreign sources and the total foreign taxes paid or
accrued.
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Table 1B.--Number of Returns With Foreign Tax Credit and Foreign Tax Credit Claimed by Size of Adjusted Gross
Income, 1972-1978

[All figures are estimates based on

samples--money amounts are in thousands of dollars]

1972 1973 1974 1975
Size of adjusted gross income
Number Number Number Number
of Amount of Amount of Amount of Amount
returns returns returns returns
09 (2) (3) (4) (5 (6) (7) (8)
All returns, total......... 202,440 221,387 223,127 255,286 233,191 291,730 231,078 345,928
$1 under $5,000.....c0ciciauennns 6,879 909 11,898 1,391 11,231 1,458 7,253 1,031
$5,000 under $10,000............. 21,695 8,515 21,738 8,115 32,888 10,056 20,516 4,439
$10,000 under $20,000......0004.. 43,373 14,843 63,122 27,200 50,043 24,874 44,446 36,997
$20,000 under $30,000............ 41,391 29,897 35,490 33,229 45,020 40,205 38,851 42,649
$30,000 under $50,000............ 40,227 29,911 42,018 50,086 36,311 61,321 59,969 91,885
$50,000 under $100,000........... 31,748 35,910 32,183 47,873 37,843 78,212 39,598 87,241
$100,000 under $200,000........ .o 12,078 22,893 11,918 27,789 14,213 33,816 14,768 31,594
$200,000 under $500,000.......... 4,045 12,507 3,901 16,873 4,609 22,312 4,588 18,446
$500,000 Or MOTE. v evanncnanns 1,004 66,002 859 42,730 1,033 19,476 1,089 31,645
Total taxable returnsS............ 189,557 193,327 204,023 225,006 214,136 248,267 212,694 290,154
Total nontaxable returns......... 12,883 28,059 19,104 30,280 19,055 43,463 18,384 55,774
1976 1977 1978
Size of adjusted gross income Number Number Number .
of Amount of Amount of Amount
returns returns returns
. (9) (10) (11) (12) (13) (14)
All returns, total.......c.ciieureonnaracononnn 255,749 427,627 240,874 | 451,033 278,267 901,030
$1 under $5,000. .. .0t ieeeeinenncsnsnnnaanareannnas *1,467 *12

$5,000 under $10,000. ... cueuerreerenseannnncnnnensas 24,033 4,863 16,463 8,19 8,327 8,533
$10,000 under $20,000......ctririrrnsornrcsancnssans 57,754 24,058 57,149 43,603 58,554 79,925
$20,000 under $30,000......c o cncennnnns 51,599 59,908 38,376 48,363 51,047 65,173
$30,000 under $50,000. ... .ccccieerinnnssansnnsennnas . 50,168 85,420 58,357 102,103 65,082 161,598
$50,000 under $100,000. .. ... .. errernnnnennnneanens 47,348 118,640 46,179 119,078 64,255 302,491
$100,000 under $200,000........ et iteacaeeaanen e 16,671 67,872 17,088 69,247 21,803 170,924
$200,000 under $500,000. . ... 00t ciunnnnrennnnnennnn 5,410 26,183 5,783 33,820 7,398 62,144
$500,000 OF MOTE..cvueunsnnns e eeereeresecsean s 1,299 40,673 1,479 26,621 1.801 50,242
Total taxable FetUIMS. . vrvreeeneeerneoceneocnaracnnas 233,887 356,614 | 227,800 | 388,944 241,638 721,943
Total nontaxable YetUIMS. ... vt ercnreencacnascssonnne 21,862 71,013 13,074 62,089 36,629 179,087

*Estimate should be used with caution because of the small number of sample returns on which it was based.
The information for each of 1972-1974 and 1976-1978 appears in Statistics of Income--Individual Income

NOTE:

Tax Retunins publication for that year.
Detail may not add to totals because of rounding.
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Section 2

The 1975 statistics in this report were estimated
fram two stratified probability samples of unaudited
individual income tax returns processed during 1976.
One of these samples was that used in the preparation
of the annual publication, Statistics of Income—
Individual Incame Tax Returns. The basic SOI sample
of 206,368 returns was selected from a population of
82,304,790 returns filed at the 10 Internal Revenue
Service Centers. Fram this basic SOI sample 7,127
returns had a foreign tax credit claimed on the Form
1040, of which 383 returns were accampanied by a
supporting Form 2555, Exemption of Incame Earned
Abroad.

The second sample used for this report was selected
fram the population of Form 1040 returns with an
attached Form 2555. There were a total of 7,161 such
returns systematically drawn from a population of
140,174 returns £filed at the Philadelphia Service
Center.

Both the Form 2555 sample and the basic Statistics
of Incame sample contained segments which were
selected fram the population of returns with a foreign
tax credit supported by a Form 2555. Since the
segment fram the Form 2555 sample contained 3693
returns, sampled at rates considerably greater than
those used to select the 383 returns of this type in
the basic SOI sample, the Form 2555 segment was used
to estimate this population for the foreign tax credit
tables of this report. The population of returns with
a foreign tax credit but no supporting Form 2555, the
remainder of the population for these tables, was
represented by 6,744 returns from the basic Statistics
of Incame sample. The overall sample obtained from
these two sources totaled 10,437 returns.

The number of returns and the amount of foreign tax
credit claimed, as shown in this report, of 231,078
and $345,928,000, respectively, differ from the
233,510 and $381,985,000 shown in Statistics of
Income-1975, Individual Income Tax Returns. Several
possibilities were explored as to why there was such a
large numerical difference in the amount of foreign
tax credit from these two sources.

An examination of nonsampling errors was conducted.
The research done suggested that nonsampling differ-
ences were mot a significant factor. The manual
instructions for abstracting information from returns
with a foreign tax credit were identical for both
samples. Furthermore, included among the checks in
the study was a detailed camparison during the compu-
ter processing stage between those returns that were
in both the basic Statistics of Incame sample and the
*Form 2555 sample. No discrepancies were noted for
the approximately 100 returns in this group, even
though they were independently edited for the two
samples.

Sampling errors were calculated for the two esti-
mates of foreign tax credit. These are shown in
Table 2A. As noted in the table, the sampling error
on the $36.1 million difference between the two
samples appears to be excessive. In fact, because of
the sizable standard error associated with the
difference, approximately $22.1 million, it is not at
all unlikely that a discrepancy oould occur as large
as that observed.

Description of the Sample
and Limitations of
the Data, 1975

Table 2A.--Returns With Foreign Tax Credit: Selected
Comparisons Between Alternative Estimates, 1975

[Numbers in thousands--amounts in millions]

Estimates and
sampling error
associated with--
Difference
Statistics col. 2
Item .
of Income-- minus
This | Individual col. 1
report | Income Tax
Returns,
1975
(1) (2) (3)
Total number of returns.. | 231.1 233.5 2.4.
Foreign tax credit:
LJAmount.........00een. 345.9 382.0 36.1
Sampling error........ 11.6 25.1 22.1

Sample Criteria and Selection

The 1975 population of Forms 1040 with Form 2555
attached was stratified by computer into sample
strata based on size of adjusted gross income or
deficit and size of foreign earned income. Table 2B
shows the sample strata and the number of returns in
the population and sample for each of the strata.

For the basic Statistics of Income sample of Forms
1040 and 1040A used as part of the total sample for
the foreign tax credit statistics, returns Ffiled
during 1976 were computer-stratified into sample
strata based on State groupings and on canmbinations
of several tax return variables. The basic sample
returns were also systematically selected. Fram
these returns, only the ones which had a foreign tax
credit were used in producing the estimates in this
report. For a more complete description of the basic
sample, see Statistics of Income, 1975—Individual
Income Tax Returns.

AlIl returns processed during 1976 were subject to
sampling except tentative and amended returns for
Income Year 1975. Tentative returns were not
subjected to sampling because the revised returns may
have been sampled later on, while amended returns
were excluded because the original returns had
already been subjected to sampling and it was
impossible to associate the original with the amended
return at the time of sampling.
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Table 2B.--Number of Form 1040 Returns With a Form 2555 Attached for the Exemp-
tion of Income Earned Abroad by Individuals, Population and Sample, 1975

Description of the sample strata

Number or returns

Population | Sample

Adjusted gross income and
Under $100,000..........

Foreign earned income
Under $50,000...........

140,174 7,161

128,713 3,713

Under $100,000.......... $50,000 under $70,000... 7,555 1,237
Under $100,000.......... $70,000 under $100,000.. 3,222 1,527

$100,000 and over....... and/or $100,000 and over....... 684 684

Method of Estimation

For the basic Statistics of Income sample, a sepa—
rate set of rates (by sample strata) for each of five
groups of States was prescribed for the selection of
the sample, the rates varying from less than .05

percent to 100 percent. For the sample used for
Forms 1040 with a Form 2555 attached, one set of
rates was prescribed for selection of the total
sample, the rates varying from 3 percent to 100
percent. For both samples, the adequency of the
sample selection was reviewed, by sample stratum, by
applying the prescribed rates to the number of
returns filed. When the actual number of sample
returns differed oconsiderably fram the ' expected
number, a followup was conducted.

Sampling weights for both samples were obtained by
dividing the number of returns filed per sample
stratum by the mnumber of sample returns actually
received for the stratum, All sampling weights were
then converted to "integer weighting factors" which
were applied to each sample return, For example, if
a weight of 44.24 was camputed for a stratum, 24
percent of the sample returns in the stratum were
systematically given a weighting factor of 45, and 76
percent a weight of 44.

The estimates in the basic tables are intended to
represent the total returns with tax—exempt foreign
earned income and foreign tax credit for Income Year
1975. While the overwhelming majority of returns
processed in 1976 were for Calendar Year 1975, a few
of them were for noncalendar years ended during 1975
and 1976 and some were delinquent returns for recent
prior years. Returns for recent prior years were
used for the 1975 statistics in place of 1975 returns
processed for revenue purposes after December 31,
1976.

Sampling Variability

The particular sample used here for statistical
purposes is one of a large number of all the. possible
samples of the same size that could be selected using
the same sample design. Estimates derived fram the
different samples would differ fram each other. The
deviation of a sample estimate fram the average of
all possible samples 1is called the sampling
variability. The standard deviation of an estimate
is a measure of the variation among the estimates
fram the possible samples and thus is a measure of
the precision with which an estimate from a
particular sample approximates the average result of
all possible samples.

The oocefficient of variation is the standard
deviation of the estimate expressed as a percent of

the estimate. Por this report, coefficients of
variation were computed using the sumof-squares
method for selected frequency and amount estimates
and appear in Tables 1 and 11 of Section 3 of this
report. The upper-limit ooefficients of variation
shown in Tables 2C and 2D were computed using a
formula based on the sumof-squares method. These
coefficients, applicable to frequencies only, are
meant as a general gquide to be used when camputed
coefficients of variation are mot shown, Table X is
to be used for the tables in this report on Exemption
of Incame Earned Abroad by Individuals and Table 2D
for tables an Foreign Tax Credit on Individual
Returns.

The sample estimate and an estimate of its standard
deviation permits the construction of "interval
estimates” with prescribed confidence that the
interval includes the average result of all possible
samples, For example, in Table 1, Colum 2 shows
total adjusted gross inocome, X, of $398.9 million for
returns with adjusted gross income of $30,000 under
$50,000, and column (a) shows a corresponding
coefficient of variation, CV(X), of 3.8 percent for
this amount. The standard deviation of the estimate,
SD(X), is needed to construct the interval estimate
and this is the product of the estimate, X, and its
CV(X) as follows:

SD(X)

X. QV(X)

1]

($398.9 million) x (0.038)

It

$15.2 million.

This SD(X) value is then subtracted fram and added to
the estimate, X, to oonstruct the 68 percent
confidence interval estimate. The interval estimate
is computed using the formula:

X-SD(X) = Y = X + SD(X)

with Y as the average result from all possible
samples.

Based on these data, the interval estimate is fram
$383.7 million ($398.9 -~ $15.2) to $414.1 million
($398.9 + $15.2). A conclusion that the average
estimate of adjusted gross income lies within a range
camputed in this manner would be ocorrect for
approximately two-thirds (68 percent) of all possible
similarly selected samples. Finally, to obtain an
interval estimate with 95 percent confidence, the
SD(X) value is multiplied by two, The resulting
interval for these data would be from $368.5 million
to $429.3 million.
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Table 2C.--Upper Limit Coefficients of Variation (In Percent) for the Estimated
Number of Returns for the Exemption of Income Earned Abroad by Individuals, 1975

Returns with adjusted gross income (deficit)
Estimated number of returns
Under $100,000 $100,000 and over

Under 300.....cueeeenreecnonnnnss )
300, e i i iiieeanns e, 33.5 K
G001ttt i e 29.0 ®
500t st e e ettt et 25.9 £
B00. 1ttt ete et 23.7 2

&
B00. 1ttt it . 20.5 —
1,000 e e eieiiieeeeeaannnns 18.3 =
1,500 .t ettt et eeaeaannss 15.0 o
2,000 ..t 13.0 g o
3,0000 ettt 10.6 B

.-
53000 s ettt e, 8.2 a2
7,000...... e . 6.9 =5
9,000, ettt e, 6.1 Qe
10,0000 ¢ e vusesee e ceenaennns. 5.8 po
16,000, « . e e eereeeenenannananns 4.6 R

50 O
20,0000 0 u et it e 4.1 G
30,000, ...0.....n e, 3.4 aa
50,0000 ¢ eeneeenenneaanneanennn. 2.6 g2
100,000 . et e eeeeeereaannanns 1.8 !
140,000. .0 e uereenereeenannnnn. 1.6 s -

LExcessive sampling variability for the estimated number of returns.

——

Table 2D.--Upper Limit Coefficients of Variation (In Percent) for the Estimated Number of Returns for the Foreign Tax
Credit on Individual Income Tax Returns, 1975

Returns with adjusted gross income (deficit)
Estimated number of returns Under $10,000 | $20,000 $50,000 | $100,000 | $200,000 | 4501 400
’ $10,000 under under under under under ond ;ver
’ $20,000 [ $50,000 $100,000 | $200,000| $500,000
(1) (2) (3) (4) (3 (6) (7N
b L R e, ) & &) ') &) 34.6
50t st e e (i) (i) (1) o) A 24.5 g
Z- T ceeens R e ) &) ') ) 34.6 20.0 2
100n e e s siseeeeeee e annnanns e, > &) ) &) 30.0 17.3 g
150..... e, e, R . &) &) - &) ®) 24.5 14.1 I
0
300t e e, . ) &) &) 37.8 17.3 10.0 e
500, c st e, e 1) @) ) 29.3 13.4 7.7 =
0L ) ) ) 24.8 11.3 6.5 s
900...iunnnn.. e e e ¢S 1) 1) 21.8 10.0 5.8 @
1 e O ™) ) 19.8 9.0 5.2 g
o
1,500 0 e e i eener e, e, ) ) ) 16.9 7.7 4.5 2
2,000ttt e it ittt e H ) CD) 14.6 6.7 3.9 —
3,000t ettt e e ) ) ) 12.0 5.5 3.2 =
5,000....... ettt ettt &) ) 36.0 9.3 4,2 2.4 v
7,000. ..., e ) 33.8 30.5 7.8 3.6 2.1 g
5]
10,000, 0 eeieinnineennenennnnn. et rere e, &) 28.2 25.5 6.6 3.0 *) B
15,000, ...v...... e e, 37.0 23.1 20.8 5.3 2.4 (3) p
20,000.......0unn... e 32.0 20.0 18.0 4.6 ) ) 3
30,000, e ettt e e e e 26.1 16.3 14.7 3.8 *) ) E
50,000...... e .. 20.2 12.6 11.4 ) (?) (2 5
S -
70,000 1 s ettt et e e 17.1 () 9.6 ) (?) 2) w &
90,000, . ettt et e, 15.1 (?) 8.5 ) ) *) oo
120,000, . o0ttt iit et i et et e, 13.1 *) *) ) ) %) o &
160,000 cnenenerennnnnn. R 11.3 ) ) %) %) 9] 8
200,000, 1ttt et .. 10.1 ) ) A ) ) &
240,000 2 2 2 2 2 2
240,000, . ...cvniiiiiiiiieiee., e, 9.2 ) ) &) ) ) =

iExcessive sampling variability for the estimated number of returns.
“Not applicable since the estimated number of returns is greater than population estimates.
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Frequencies or amounts with excessive sampling
variability are indicated in this report by a single
asterisk (*) to the left of the data item(s).

A dash- in place of a fregquency or amount indicates
that: (1) if returns were sampled at a rate of 100
percent, no returns had the particular
characteristic; or (2) if returns were sampled at a
rate of less than 100 percent, either no returns in
the population had the characteristic or the
characteristic was so rare that it did not appear on
any sample returns.

Other Data Limitations

Various techniques were used to control and improve
the quality of the data during the processing
stages. During statistical editing, editors were
instructed to correct tax return errors whenever
possible through reference to other entries on the

return or accompanying schedules and to adjust data
to achieve oconsistency in statistical definitions.
The quality of the editing was controlled by means of
a ocontinuous subsampling verification system. In
transcri